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IN THE TENNESSEE REGULATORY AUTHORITY

NASHVILLE, TENNESSEE
IN RE: )
)
PETITION OF TENNESSEE AMERICAN ) DOCKET NO. 03-00118
WATER COMPANY TO CHANGE AND )
INCREASE CERTAIN RATES AND CHARGES )
SO AS TO PERMIT IT TO EARN A FAIRAND )
ADEQUATE RATE OF RETURN ON ITS )
PROPERTY USED AND USEFUL IN )
FURNISHING WATER SERVICE TO ITS )
CUSTOMERS )

ATTORNEY GENERAL’S FIRST AMENDED NOTICE OF EXHIBITS

Comes Paul G. Summers, the Attorney General & Reporter, through the Consumer.
Advocate and Protection Division of the Office of Attorney General (hereinafter “Attorney
General”) and hereby supplements and amends its Notice of Exhibits to add the followmg exhibit
that it may use at trial:

1. Opinion issued by the Court of Appeals of Tennessee entitled General T elephone
Company of the Southeast vs. Public Service Commission of the State of Tennessee, et al.,
Docket No. 84-321-11 (1985).

2. Order of the Tennessee Public Service Commission dated July 3, 1985 in Docket
No. U-85-7338.

RESPECTFULLY SUBMITTED,

R,
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Assistant Attorney General
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OPINTION

This is a proceeding for judicial review of aﬁ administrative
decision of.the Public Service Commission. The plaintiff, General
Telephone Company of the Southeast, sought approval of ratevin—i
creases td prodﬁce a $3,485;889.00‘increase in annual revenue.

The Commission approved an increase of only $568,250.00. On
petition for review, the Chancellor affirmed, and the Company

appealed to this Court.

Three issues are presented on appeal. All complain of the
inadequacy of the‘indrease allowed, but om different grounds.
All require a consideration of the ownership of the capital stock

of the Company and scurce of other financing.

The Company is a subsidiary of General Telephone and Elec-

'tronics Corporation, (G.T.E.) which owns all of the Company's

capital stock and furnishes all other capital by short term loan

debentures and mortgage bonds.

The total capitalization of the company is $650,268,000.00,

composed of the following:

Common Stock $331,320,000 - 50.95%
Preferred Stock 2,880,000 -- 447,

Bonds, debentures
& short term debt 316,068,000 --- 48.61%




The Commission did not confine its consideration to the

4 nominal designations and percentages shown above, but chose to

look to the capital structure of the parent corporation, G.T.E.,
rather than to the capital structure above stated for . the plain-

tiff.

The Commission determined thaﬁ source of the $331,320,000.00

furnished by G.T.E. to purchase stock of the appellant was as

follows:
Common Stock of G.T.E. - $218,671,000.00
Preferred " " " - 12,259,000.00
Debt of G.T.E. - 100,390,000.00

Thus, instead of allowing plaintiff an "equity return" upon
its entire capital stock of $331,320.00, it allowed such return
on only $218,67l,000, the portion of the capital stock which was
attributab?e to capital stock of G.T.E. The remainder of the
capital stock was considered as attributable to preferred stock

or debt of G.T.E., and the return thereon reduced accordingly.

a result, return on investment allowed to plaintiff was

As
the identical return which would have been allowed to G.T.E., the
parent i1f it had been the actual owner and operator of the plain-

tiff utility.

This method of determining fair return on investment is
referred to as the '"'double leverage" approach. Its premise is
that a utility company should not be allowed to charge higher
rates by doing business. as a subsidiary, thereby creating a two-

step layer of profits, one for the subsidiary and the other for-

i the parent. The result of the double leverage approach is to

eliminate the second layer of profit and order rates which will

produce a fair rate of return for one company, but not for two.

The foregoing is the background of the plaintiff's first two




issues which are worded as follows:

A. The Chancellor erred in failing to find that
the Commission improperly substituted its
"assumptions" on the validity of the double
leverage theory for findings of fact on
capital structure and rate of return.

B. The Chancellor erred in failing to find
that the Commission's adoptiorn of a double
leverage approach was not supported by
sub&tantial and material evidence.

Appellant conceives that, because the Commission refused to
follow the recommendationsof its two expérts,whichqwere devised
upon the theory that appellant was not a publicly owned utility,
and did follow the recommendation - of its own expert devised upon
the theory‘that appellant and its parent were the same entity;

the decision of the Commission must be reversed.
!

It is true, as insisted by appellant, that the cost and
return on capital of the various other subsidiaries of appellant's
parent are not necessarily the same as or appropriate for appel-
lant.r The fact that this may or may not be so cannot be the
ground of reversing the order of the Commission. This Court is
not at liberty to require the Commission to adopt or even conside:
any particular theory, so long as the result is nof shown to be
arbitrary, capricious or confiscatory. Such is not shown by this

record.

Appellant insists that the adoption of a double leverage
approach is unsupported by material and substantial evidence.
The testimony of the Commission's expert is material and substan-

tial evidence for an administrative agency.

Appellant's third issue insists that the rate set by the

Commission is less than the "Company's marginal cost of debt".

Appellant's entire argument. in support of this insistence is

verbatim as follows:




If double leverage is bad policy and indefens
in theory, it must add to its '"credentials" its
impractical result in the instant case. As was
explained in the Rate of Return section of the
Statement of Facts, above, the Commission's 13.93%
allowed return on equity translates into a mere
12.647 return on the petitioner's,acuual:equiuy
capital. To affirm this order, this Court is
effectively challenged to endorse the notion that
the petitioner's parent would freely buy the
petitioner's equity when it could increase its
return, and decreage its risk, by buying the
petitioner's publicly traded bonds.

Even Dr. Westfield refused (in no uncertain terms)
to assert that there could be a "megative risk
premium'; and the vigor of his denial of such a
proposition is worthy of note:

Q. You're saying that as a general matter, in
the market, the United States economy as a
whole right now, that equity generically
and generally is cheaper than debt. TIs
that what you're saying?

A, No, no, no. I say it is cheap to relative
to debt by historical standards, :

Q. I see. A narrowing of an equity/debt risk
premium?
A Correct. * * *

Te. I, 446, 1. 16-24.

The lack of record evidence to support the
Commission's supposed .8% spread in itself
should give this Court more than ample. ground
to question the arbitrariness of the result
reached by double leverage in this case. How-
ever, there is also current (and substantial)
legal authority that this result simply cannot
be correct.

In In re: American Telephone and Telegraph
Company, 86 FCC 2d 221 (I98T), the FCC deter-
mined that AT&T should be allowed to earn a
return on common equity of 17.4%. In a separate
statement as part of that order, Commissioner
Joseph: R. Fogerty recognized the principle that
a reasonable return on common equity must
exceed the utility's current cost of debt
stating:

...0ur determination that AT&T's cost of
common ‘stock equity is 17.4% is fair
without being excessive. New Jersey
Bell, a triple A company, issued debt
at 14.9% while Pacific Telephone and
Telegraph, an A company, issued debt
at 16.47%. Any determination of the cost
of common stock equity which does not
allow for, at least, several percentage
points between the cost Of equity and the
current cost of long-term debt would be
patently unreasonable. (emphasis added)
In re: AT&T, supra, 86
FCGc2d 256. v
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/ F. D.C. ‘ ¢ This affirmin
Opinion was written by: District Judge Harold
Gyegne gsitting by designation). As the pre-

telecommunications industry. In hig opinion,
Judge Greene did not hesitate in approving
the FCC's award. He stated unequivocally
that "the Commission began with the undis-
puted premise that the cost of AT&T's equity
will exceed the cost of its long-term debt ™
The sole issue was the amount of allowable
positive spread; and the Court agreed with
the FCC's logic in that case.

It is seen that appellant cites no evidence in this record

to support its contention,

This Court has heretofore declared its position in regard

to rate-making by reference to ownership. In General Telephone

Company of the Southeast vs. Public Service Commission, Tenn. App.

M.S., filed February 9, 1983, unpublished, thig Court said-

‘The major consideration in rate-making should be
evidence of the actual rates, operating costs and
profits of other well run utilities of similar sige—
and character. The records of rate making decisions
which have been examined by this Court include too
much imaginative accounting and analysis and too
little comparative data.

It is true that no two utilities have identical
problems or expense in furnishing the same service.
- However, there are enough utilities of comparable
situation to enable a fair comparison of expenses,
rates and profits. .

This Court could not and would not dictate the
criteria to be employed by an administrative rate
making body. Nor could or would this Court under-
take to "second-guess" such a body by setting a
rate on some basis other than that employed by the
body. However, in reviewing the reasonableness
of the result reached, this Court would be greatly
assisted by evidence in the record of the nature
just discussed. Without such evidence, the
reviewing courts are almost at the mercy. of the
"expert" or "experts' whose testimony the agency
saw fit to accept and follow.

The objects of any rate making procedure should
be to protect the consumers from unreasonably high
charges while protecting the rights of the owners




to a reasonable return on investment. Consumers
should expect to Pay rates commensurate with the
expense of furnishing the service, but such expense
must be reasonable. The best standard of reason-
ableness of ex énse is established b comparison with
other utilities operating under similar con itions.
By the same token, the standar Oof reasonableness

of profit is established by the Profits realized

from other similar enterprises. :

The courts would be better able to evaluate
complaints of con iscatory rates if the record
contained more actual, factual, comparison with
other utilities. Once the Commission has adopted
the abstract opinion of some expert, the courts
are virtually powerless to grant relief without
comparative facts in the record.(Emphasis‘added.)

Having faiied in a previous appeal to this Court, and having
been informed as above what sort of record was necessary to enab]
this Court to grant relief, it would appear that in a subsequent_
case (i.é‘ this case) the utility would be careful to preserve
and cite to this Court the evidence which would clearly demon-
strate arbitrariness,unreasonableness, or coﬁfiscation in the

result reached by the Commission.

The brief of appellant has heen read and reread, bﬁt‘ﬁot'a
single citation can be foﬁnd as te evidence of the nature mgpﬁion
above. The "Statement of Facts' of appellant which is Zé pages
of argument preceding 27 pages of argument entitled ”Argumenﬁg
concludes as follows:

The Commission noted that Mr. Austin and Mr. Dunn
had performed DCF analyses to find that companies
comparable in business risk to the petitioner had
required returns on equity of 17.4% and 17%-18%.
Additionally, Mr. Dunn used a comparative earnings
analysis and found that that test indicated a 16%
equity return for independent telephone companies
requiring upward adjustment for added risk to make
the appropriate return for the petitioner 17.5%-
18% (January 3, 1984 Order, p. 17-18).

Using an assumed stock price of $41.75-$%43.75
(Tr. II, 47, 1. 19), Dr. Westfield found a DCF
return for the petitioner's bparent corporation
of '13.36%-14.50% which he checked against a DCF
of six independent telephone companies and found
to be reasonable (January 3, 1984 Order, p. 18).

This is the nearest toacitation of evidence of the earnings:

of other utilities that. can be found in the record.




The testimony of Mssrs. Austin and Dunn is discussed i
order of the Commission in the following language:

Return on Common Equity

The analysis used by the Company and the "Staff
to determine GISE's return on common equity are
fundamentally different. The cost of capital
witnesses for the Company assumed that GTSE was
an independent company, separate from GTE. They
calculated GTSE's return on common equity by
attempting to determine the return a reasonable
investor would require to invest in GTSE an an
(sic) independent company. Because GTSE's stock
is not publicly traded but is wholly-owned by
GTE, the Company's witnesses had to use surrogates
for GTSE to obtain data to arrive at GTSE's cost
of equity. On the other hand, the Staff's cost
of captial witness examined what return investors
would expect from GTE because an investor in the
open market can only invest in GTSE by purchasing
the stock of its parent, GTE.

Mr. Austin calculated the Company's cost of
common equity by using the Discounted Cash Flow
(DCF) and the risk premium approaches. Because
GISE's stock is not publicly traded, Mr. Austin
selected nine companies, to serve as a surrogate
to obtain data for the DCF calculation. Exhibit
3, Schedule 3. He testified that in his judgment
these companies were comparable in risk to GTSE.
Mr. Austin calculated the required return on
equity of these nine comparable companies to be
17.2%. Mr. Austin also performed a DCF andlysis
for three telephone operating companies traded
on the New York Stock Exchange. Vol. I, Tr. 101-
02. The required return on equity for these

three companies was 17.4%.

Using the risk premium approach, Mr. Austin:
determined that the cost of common equity for
GTSE should be between 17.50% and 18.50%. Mr.
Austin testified that he used a risk of 5.0 to
5.5 percentage points based on several historical
risk studies, an expected risk premium study;"
and a risk premium study of his own which involved
looking at both utility bonds and stocks and
telephone utility bonds and stocks. Vol. I, Tr. 56.

Mr. Dunn testified on behalf of the Company on
the appropriate cost of common equity. Mr. Dunn
selected a .group of eight telecommunications
companies, three Bell companies and five indepen-

- dents, to determine the relative risk of GTSE
to these companies. He calculated the standard
deviation and coefficient of variation of the
returns on common equity for these comparable
companies. and for GTSE. He concluded that GTSE
was riskier than the comparative group and
required a greater rate of return than the com-
parative group. Vol. I, Tr. 220-21. Mr. Dumnn
performed a DCF analysis on these eight compar-
able companies. He concluded that the return
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on equity of GISE should be between. 17% and 181‘
bgsed on his analysis. He also used a compara-
tive earnings analysis to determine GTSE's cost

The comparative analysis indicated a return require-
ment of 16% for the independents used in this
analysis. Vol. 1, Tr. 232, Adjusting this return
for the additional risk of GTSE, the required
{ggurn was calculated to be between 17.5% and

/o e

Consistent with his use of the double leverage
capital structure, Dr. Westfield based his recom-
mendation of the cost of common equity on an
analysis of the cost of equity for GTE. Dr.
Westfield testified that to determine the cost
of equity for GTSE one must determine how much
return investors require in the open market,
where newequity moneys are raised, to invest in
GTSE.  Because an investor in the open market can
only invest in GTSE by purchasing GTE stock, Dr.-
Westfield examined whatr reasonable investors in
the common stock of GTE were expecting for current
and future returns on GTE common stock. Vol. 1,
Tr. 422,

Dr. Westfield used the DCF formula to calculate
a rate of return on common equity of GTE of 13.36%
to 14.50%. 1In arriving at this range, he stated
that he made his own analysis of what reasonable
‘investors in the common stock of GTE were exXpecting.
He further stated that he examined what the widely
consulted Value Line Investment Survey was recom-
mending to its subscribers. Vol I, Tr. 422,

- Im-making his DCF analysis, Dr. Westfield used
data related to GTE stock, which is actively
traded on the New York Stock Exchange and other
markets. The DCF analysis performed by the Com-
pany's cost of capital witnesses were not based on
data directly related to GTE or GISE. The Com-
pany witnesses had to select a sample or group

on non-related companies, based on their judgment,
that could be used ag surrogates for GTSE. By
using GTE data, Dr. Westfield eliminated the
problem of selecting a sample of companies that
can be used as a substitute for the utility.

Dr. Westfield tested his recommended return on
equity by examining the dividend vields and pro-
jected dividend growth rates of six independent
telephone companies listed on the New York Stock
Exchange and analyzed by Value Line. Exhibit 15,
Schedule FMW-6. As this Exhibit shows, the
average estimated annual return is 12.97%. Dr.
Westfield stated that this cost is lower than
his range for GTE probably because no allowance
for underwriting costs or increases in Value
Line's projected dividend growth rate was made
as with GTE. Vol. I, Tr. 476. Dr. Westfield
also tested his recommended range of cost of
equity by using the capital assets pricing model.
While Dr. Westfield does not recommend this
approach, his analysis indicates that the required




Austin apg Mr. Dunn used a Surrogate
for GTSE to calculate GTSE's return on equity '
by using the DCF formula, Mr. Austin used a

Mr. Ausrin Performed a Second DCF calculation
using three telephone Operating tompanies traded
on the New York Stock Exchange. fe computed g
& return on equity of 17.4%. Dr. Westfield

rates provided by the October 28, 1983, value
Line Investmenr Survey. Dr. Westfield calculated
the requiregd return on equity for these three
companies to be 13.5%. He adjusted thisg amount
for flotation COsts and obtaiped 13.9% which ig
almost the midpoint of hig range. Vol. I, Tr.
424-25.  pr. Westfield testified that he be-
lieved Mr. Austin's Tesults were higher be-
cause of the use of inflated growth rates ang
unrealistic estimates of dividend yields.

Mr. Dunn pPerformed his DCF analysis by using
eight telecommunications companies ag a.surrogate
for GTSE. He arrived at a return on equity of
17% to 18% under this approach. pr. Westfield
testified thar both the dividend vields and the
growth rates used by Mr. Dunn were inflated which
inflated hisg recommended rate of Tefurn. Vol, T,
Tr. 434. Dpr. Westfield indicated that the dividend
vields used by Mr. Dunn for each company were
higher than the actual dividends for 1983 recorded
in the most recent issue of Value Line. Vol. I,
Ir. 431, In addition, Dy WestTield indicated
that the growth figure Teported in the most
Tecent issue of Value Line was lower than the
growth figure usag by Mr. Dunn for each of the
eight companies. Vol . I, Tr. 434, Dr. Westfield
Stated that Mr. Dunp had looked backward in time
to calculate hisg growth rates. He stated, "
believe the correct way of doing it isg to look for-
ward at the expected  future dividend because that
is what the investor is most concerned about. "
Vol. I Tr. 432. ‘

We conclude that Dr, Westfield's eéxamination of
the  equity market by the DCF formula more accurately
reflects the cost of equity for the Company. Dpr.
Westfield used actual data relating to GTE inp his
DCF analysig, The Company witnesseg did not. pr.
Westfield applied the DCF formula to the Same
groups of telephone companies used by witnesses
Austin and Westfield. He used more recent data
on these companies ag reported in Value Line
and found that the Company's witnesses returns
were inflated,
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The Company also used the risk prem approae
to determine GTSE's return on equity of 17.50%
to 18.50%. Dr. Westfield testified that using a
long record of historical bond-stock yield relation-
ships to establish common stock yields creates
an inflated estimate of what common stock returns
need to be. Vol. I, Tr. 428. The bond market is
currently subjected to secial pressures. The United
States Treasury deficits are crowding out private
investors from the long-term bond market . Vol. I,
Tr. 427. The fear of future inflation has also made

- long-term interest rates unusually high! Vol. I,

Tr. 427. Dr. Westfield stated that because of

the increased volatility in long-term bonds, long-
term interest rates are very high by historical stan-
dards. Vol. I, Tr. 427. He concluded that using a
long record of historical bond-stock yield telation-
ships to determine the return on equity is an improper
guide. Vol. I, Tr. 428. We agree with Dr. Wesct-
field that a risk premium analysis which assumes

the historic relationship between debt and equity
yield may produce faulty results. In addition, we
note that Dr. Westfield testified that he believed
the risk premium of utility bonds over utility

bonds over the last ten years is between 1.3% and
1.8%. Vol. I, Tr. 457. The Company's spread was

in the range of 5% to 5.5%. Dr. Westfield based

this spread on the fact that the Ibbotson-Sinquefield
study showed that the average common stock premium
over corporate bonds from 1972-1981 has been 3.5%.
Vol. I, Tr. 456. Dr. Westfield reduced the 3.5%

to 1.3% to 1.8% to recognize the fact that utility
stocks are more secure and generally less volatile
and safer stocks than those in the study. - Vol. IT,

Tr. 12.

 ”,Cbmpany witness Dunn analyzed a group of eight

telecommunications companies, three Bell companies
and five independents, and determined that GTSE
was a riskier company than these. Mr. Dunn took
the indicated return from his comparative earn-
ings analysis of 16% and adjusted that return
upward to reflect the additional risk of GTSE in
determining that the return on equity should be
between 17.5% and 18%. »

Dr. Westfield, however, testified that Mr. Dunn
used a faulty application of statistics to reach
this conclusion. Vol. I, Tr. 429. Dr. Westfield
explained that Mr. Dunn looked at the variability
in the average return of these companies with the
return of GTSE. Comparing the record of an indi-
vidual company with an average of companies, over-
looks the fact that the lower of large numbers make
the average more stable than the return of any one
component of that average. Vol. I, Tr. 429. Mr.
Dunn did not compare the return of GTSE to the
returns of the individual companies. We conclude
that the analysis of Mr. Dunn does not establish
that GTSE is in fact a riskier company than the
other eight companies analyzed. )




and an overall return of 11.355% on rate base is
fair and reasonable. ‘

It is evident from the foregoing that the Company hired two

experts to survey such evidence as they saw fit to survey and to

: bring to the Commission their expert opinion of what the decision

of the Commission should be. In turn, the Commission hired an
expert to make his own survey and to render his expert opinion
of what the opinion of the Commission should be. The Commission
accepted the opinion of iﬁs own expert and rejected the opinions

of the Company's expérts.

The Company asserts that the Commission improperly substitu-
ted its assumption of the validity of the double leverage theory

for findings of fact on capital structure and rate of return.

Neither brief is very helpful in the consideration of this
issue. Each argues its own extreme position in respect to double
leverage and eschews any meaningful discussion of the factual
basis of the decision of the Commission, fairness of rate of

return allowed.

The order of the Commission contains the following factual

findings, located by search and not by citation of the parties:

II. TEST PERIOD AND RATE BASE

Both the Company and the Staff used a historic
test period for the twelve month period ended
February 28, 1983 adjusted for known and antici-
pated changes through 1984. BRecause both parties
agreed on the test period used, .we adopt this
test period.

In its prefiled testimony and exhibits, the
Company developed a test year rate base of $38,
203,584. The Staff developed a test year rate
base of $37,526,596. The Company did not object
to any of the adjustments made by the Staff to
its rate base. ... we adopt the rate base devel-
oped by the Staff .




s $12.36 which is well above the national average

i of $11.00. The Company's employees already. enjoy
. superior earnings when compared to employees of

other public utilities,

g --. We find that only a 5% increase in the salaries
and wages of management and management support
employees for 1984 should be included in the

i Company's salary and wage expense for the adjusted
I test year.

Consistent with our forgoing findings, we adopt
the following revenues and expenses for setting
rates in this case.

Total Operating Revenues $20,186,842
; Income Available for Return 3,967,894
L we ... find that a return on common equity

éf 13.93% and an overall return of 11.355% on
rate base is fair and reasonable.

i The brief of the Company does not suggest to this Court what
findings of fact were omitted, nor does the brief point out con-
icrete evidence in the record which compels a decision as to per-

fcentage of return other than that rendered by the Commission.

The Company complains of the adoption and use of the theory

of the Commission's expert, but does not point out evidence which

%concluSiVely precluded the Commission from doing so.
t

The use..of the double leverage in fixing a reasonable return

tin a given case is not per se unreasonable and illegal. Tennessee

Pulbic Service Commission v. Nashville Gas Co., Tenn. 1977, 551

SW2d 315.

Although not per se erronious, the double leverage theory
must be considered with caution. It is a creature of many faces.

‘Its effect upon the fairness of rates depends upon the facts of

leach case.

- 12 - |




The simple device of setting rates according to actual costs |
of operation is an over simplification, for costs of operation
may be unreasonably high. 1In the case of a wholly owned sub-
sidiary, the parent may be able to impose unjustified Operating

€xXpenses in order to "milk off" profits of the subsidiary,

The cost of capital of the Parent is not neéessarily a fair

* measure of the cost of capital to the subsidiary. 1If the parent

has other, very profitable subsidiaries, the profits 'of other
subsidiaries ought nc to be used to subsidize the cost of opera-
tion-of a subsidiary utility.  If the bparent has other, unprofit-

able.subsidiaries, the patrons of the subsidiary utility ought

' not to be required to pay higher rates to subsidize the unprofit-

able ‘operation of other subsidiaries.

Also, some consideration is due to the administrative expense
to the parent in obtaining and distriButing capital to subsidi-

aries and in supervising its use.

Commission as to the weight of the evidence on questions of fact.

. United Inter-Mountain Telephone Co. v. Public Service Commission,

i Tenn. 1977, 555 SW2d 389.

A public utility is entitled to such rates as will permit
it to earn a return on the value of its property which it employs
for the convenience of the public equal to that being made at the

same time and in the same general part of the country on invest-

; ments in other business undertakings which are attended by cor-

i
if
i
i
i
i
|
i

responding risks and uncertainties; but it has no constitutional
right to profits such as are realized or anticipated in highly

profitable enterprises or Speculative ventures. The return should.




be reasonably sufficient to assure :confidence i
the utility and should be adequate, under efficient and ecénomi a
management, ;o maintain and support its credit and enable it to

raise the money necessary for the proper discharges of its duties.

Federal Power Commission v. Hope Natural Gas Co. 320 US 591, 64

SCt 281 (1944). Bluéfield Water Works and Improvement Co. v.

West Virginia Public Service Commission 262 US 679, 692, 693, 43
SCt 675 (1923).

As stated by this Court in its above quoted opinion in a
Previous case between the same pParties, the theories utilized by
the Commission are of minimal concern to the courts. The acid
test of any decision of the Commission istits fairness, as deter-
mined by the facts, including comparable rates of return under

comparable situations.

If this Court were cited to factual evidence in the record
showing without contradiction the prevailing rate of return on
éomparable investments, the prevailing rate of return on compar-
able utilities, or other pertinent facts under which the deter—
mination of the Commission would be arbitrary, capricious, or
éonfiscétory, then this Court would have some basis upon which to
reverse the order OfthiCOmm%simm. Absent 'such concrete evidence
to support such a conclusion by this Court, the mere fact that -
the Commission's order was the result éf the adoption of the

theory of its expert is not sufficient basis for reversal.

Once again, this Court states the caveat:

Once the Commission has adopted the abstract
opinion of some expert, the Courts are virtually
powerless to grant relief without evidence in

the record to show that the return on investment
allowed by the Commission is arbitrary, capricious
or confiscatory.

No such evidence is found in this record.




S

The judgment of the Chancellor is affirmed. is

1
” appeal are taxed against the appellant The cause is remanded to

i

5 the Chancery Court for such further proceedlngs if any, as may
ﬂ be necessary and proper,

;’?

! Affirmed and remanded.

I

S~

it

) / //{/u—// 7 ‘

i HENRY F’ D i

i
;, P PRESIDING JUDGE, MIDDLE SECTION
| . /

| CONCUR;

|

4 SAMUEL L LE@&S JUDGE

Ao /@@4&,& /.

| HERSCHEL P. FRANKS, JUDGE




SR L e,

TENNESSEE PUBLIC SERVICE COMMISSION U
CORDELL HULL BUILDING .
NASHVILLE, TENNESSEE 37219 7"0

BOB DAVIS, EXECUTIVE DIRECTOR

k JANE ESKIND, CHAIRMAN
HENRY M. WALKER, GENERAL COUNSEL

FRANK COCHRAN, COMMISSIONER
KEITH BISSELL, cOMMISSIONER

IN RE: PETITION OF TENNESSEE-AMERICAN WATER
COMPANY TO PLACE INTO EFFECT A REVISED
TARIFF
DOCKET NO. U-83-~ 7226
ON REMAND
PETITION OF TENNESSEE- AMERICAN WATER
COMPANY TO PLACE INTO EFFECT A REVISED

- TARIFF

DOCKET NO. U-85-7338

ORDE R

Attached hereto is a copy of the Comm1551on s order dated
July 3, 1985 relating to the above captioned docket.

Sipcerely

.

Bob Davis : Y

Executive Director
BD:nd

cc: Interested Parties




BEFDRE THE TENNESSEE PUBLIC SERVICE COMMISSION
Nashville, Tennessee -

July 3, 1985

IN RE: PETITION OF TENNESSEE-AMERICAN WATER
COMPANY TO PLACE INTO EFFECT A REVISED
TARIFF ,
DOCKET NO. U-83-7226
ON REMAND
PETITION OF TENNESSEE-AMERICAN WATER
COMPANY TO PLACE INTO EFFECT A
REVISED TARIFF

‘DOCKET NO. U-85-7338

ORDER

These matters are before the Tennessee Public Service Commission
upon the petition filed by Tennessee-American Water Company (hereinafter
Tennessee-American or Cbmpany) on January 8, 1985 to increase its rates

and charges to produce $2,807,901 in additional annual revenues.

The Commission held serVicevhearings on May 2 and May 20, 1985
in Cnattanooga to permit~£he'customers of the Company to comment on the
Company's quality of service. The financial heafing was held on June 3,
1985 before Chairman Qane G. Eskind, Commissioner Frank D. Cochran and
Commissioner Keith Bisse11 in Chattanooga, Tennéssee. The following

appearances were entered:

APPEARANCES:

MR. WILLIAM L. TAYLOR, JR., MR. WILLIAM D. SPEARS, and
MR. J. DUANE CANTRELL, Attorneys, 8th Floor, Blue Cross
Building, Chattanooga, Tennessee 37402, appearing

on behalf of Petitioner, Tennessee-American Water
Company.

MR. DANIEL R. LOFTUS, Attorney, 18th Floor, First

T o
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“American Center, Nashville, Tennessee 37239; MR.

W. LEE MADDUX, 400 Pioneer Bank Building, Chattanooga,
Tennessee 37402; and MR. ROBERT KIRK WALKER and

MR. WILLIAM C. CARRIGER, Attorneys, 1200 Maclellan
Building, Chattanooga, Tennessee 37402, appearing
-on behalf of Intervenors, City of Chattanooga: City of
Signal Mountain; and Chattanooga Manufacturers -
Association.

MR. DON SCHOLES, Assistant General Counsel, Tennessee
Public Service Commission, C-1-103 Cordell Hull

Building, Nashville, Tennessee 37219, appearing on
behalf of the Commission Staff. :

The Commission tonsideredtheSE'matter3 att its Commission Conference
on -June 18, 1985. Upon consideration of the record in these proceedings,
the Commission conc]udes that the Coﬁpany is entitled to a rate increase
which will produce $1,34D,796 in addit%ona] annua¥ revenues. In support
of its decision, the Commission mékes the following findings and

conclusions.

REMAND

On April 11, 1985 thé Tennessee Court of Appeals remanded the
Company's previous rate case, Docket No. U-83-7226, fo the‘Commission
to either reconvene hearings on the Company's cdst of equity or issue
a new order based on the record in that case. Because the Company had
a pending rate case before the Commissfon; a hearing on the Company';
need for additional revenues, which includes a consideration of the cost
- of‘equity for the Company,'was already scheduled for June of 1985,
Because the Commission has set new rates for ?Pe Company in this case
which replace the rates set in Docket No. U-83;7226, no further action

on the remand of Docket No. U-83-7226 is necessary.
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DESCRIPTION OF PETITIONER

Tennessee-American is a water distribution company which serves
substantially all of the City of Chattanooga and adjacent territory in
the states of Tennessee and Georgia. The Company is a wholly-owned subsidiary
of American Water Works Company, I n (hereinafter AWWC).v The Company

present]y serves approximately 63,000 customers.

CRITERIA FOR ESTABLISHING JUST AND REASONABLE RATES

To establish just and reasonable rates for the Company, the
Commission has selected a test period and made findings in the following

areas to test the Company's earnings under its current rate structure:

(1) The investment or rate base upon which the utility

"should,be permitted to earn a fair rate of return.
(2) The proper level of revenues for the uti1ity..*
(3) 'The-proper 1eve1 of expenses. for the utility.

(4) The rate of return the utility should earn.

Both the Company and the Staff have used as a test periodvthe

| twe]ne months ending June 30, 1986. At the beginning of the hearing, the |
Company and the Staff entered a stipulation in which the Company accepted
the rate base, 1eve1 of revenues, and all expense levels of the Staff for
the test year except for (1) fuel and power, (2) customer accounting,

and (3) federal income tax. We find that the test year, rate base,
revenues, and expenses upon which the Staff and the Company agree should
be adopted for setting rates in th1s case. In addition to the disputed |
expense issues, the Company's capital structure and rate of return are

also disputed issues in this case.




FUEL AND POWER EXPENSE

The Company‘has included a 5% increase in e]ectricity rates
1n its level of fuel and power expense for the test year. The Staff
adjusted this 5% increase out of its level of fue] and power expense for

the test year.

| Company witness, Mr. Edwin Oxley, testified that the Company
had included a 5%‘increase‘in e]ectrieity rates in its fuel and power
expense because the Manager of the Chattanooga Electric Power Board had
informed the Company that the Board projected.a_S% increase for October 1,
1985. Tr. 134. Staff witness Ms. Robyn Yazdian testified that the
Manager of the Power Board informed her that the proposed 5% increase
‘ie to be a direct pass-through from TVA to theFCompany by the PowernBoard.
Tr. 338. Ms. Yazdian further testified that Mr. Victor Villa of TVA .
had informed her that no final decision had been made concerning fhe 5%
increase in electricity rates for the Chattanooga Electric Power Board.

Tr. 2338.

We find that the level of fuel and power expense proaected by the
Company, wh1ch includes the 5% increase in e]ectr1c1ty rates, should be
adopted 1n this case. The Company's supplier of electricity, Chattanooga
Power Electric Board, has to]d the Company to expect a 5% increase in
e]ectr1c1ty costs durlng the test year. The Company must make 1ts future
_expense projections using the 5% increase. Therefore the Commission
should include the 5% increase in the Company' s expenses and for sett1ng

rates in this case.



CUSTOMER ACCOUNTING EXPENSE

.The Staff has reduced the customer accounting expense projected
by the Company for the test’year by making two adjustments. First, the
Staff reduced the Company's.Purolator Courier expenses by $10,527.
Second, the Staff reduced the Company's billing comeuter services costs

by $147, 748.

We find that the Staff's adjustment for reduced Purolator
Courier expense should be adopted. During the Staff's 1nvest1gat1on_
the Company revised jts estimate of Purolator Courier expensevfor the
test year downward from $18,327 fo $7,800. The Staff used the Cdmpany's(

new est1mate of Puro]ator Courier expense for the test year.-

The Company argued at the hearing that the prOJected level of
Puro]ator Cour1er expense orlg1na]1y est1mated by the Company is the
apprdpr1ate level for the test year. Mr. Edgemon testified that the
Company did revfee’ifs estimate of Purolator Courier expense during
the Staff's investigation. He further stated, however, that the Company
failed to inform the Staff that Purolator Courier expense wou]d increase
because of the conversion from bi-monthly to monthly meter reading. With
‘monthly meter reading, meter reading documents must be sent to:the data
center on a monthly rather than bi-monthly basis.- The Company contends
that the original projection of Purolator Courier expense was sufficient

to cover the cost of the new expense.

Staff has used the latest estimate of Purolator Courier expense
for the test year provided by the Company. In an attempt to support its

original projection, the Company’has reviewed its expenses since the Staff
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c]osed its 1nvest1gat1on and found that the Purolator Cour1er expense
wou]d probab]y increase. The Company was aware of the change from bi-
monthly‘to monthly meter reading when the Staff was conducting its
ihvestigation and failed to include any increase for Purolator Courier
expense. Staff afgues that the Commission should not permit the Company
‘to select one expense which has increased sfnce thekend of the Staff's
investigation and tnclude this expense in the test year without rev1ew1ng
all other expenses. We agree. If the Staff had another opportun1ty to
review the Company's expenses since the c]ose of its 1nvest1gat1on,
expenses which may have decreased may have also been found. An
‘examination of the Company's revenues since the close of the Staff's
investigation might haveWproduced a different ]eye] of revenues. To

. 'preserve the match*betheen»revenuesrand expenses, we accept the Staff's

_level of Purolator Courier expense.

The Staff's reduction of computer billing eervices expense '
1nvo1ves a dispute over a change in the method of allocating these costs.
Before 1984 each of the Amer1can Water WOrks Service Company' s (herelnafter
Service Company) data processing centers functioned independent of each
- other with coordination from a general office. Fach center was treated
as a separate cost center a]]ocating-costs to each subsidfary/water
distribution company-beSed on the ndmber ofvbilts rendered for that
company. In 1984 all thfee centers were brought under the direct
supervision of the general office;k Services a;e now provided system-
wide, and work for any eompahy‘can be done at any center. "The Service
Company also changed its method of a]]ocatihg the costs of its three data |

centers. The Service Company now combines the costs of all three billing
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centers and bills out.the cost on a per bill basis system-wide.

Company witness Mr D1]1ard Edgemon test1f1ed that the Serv1ce
Company s change in the method of a]]ocat1ng costs caused some of the
subsidiaries of AWWC to realize increases and some decreases in their
current computer billing services costs. Tr. 83.- Tennessee-American
realized an increase in computer bi]]ingbservices cost per bill under -
the new procedure. Mr. Gaines testified that the average computer
bi]]ihg services cost per bit] increased from 18.6 cents in 1983 to 23.8
cents in't984. The Company'e origina1‘comppter‘billing'services costs
for the test year would increase the average cost per bill to 41.2 cents.

Tr. 291.

Staff-contends that the new a]locat1on procedure sh1fts a
d1sproport1onate amount of computer b1]]1ng services costs to Tennessee-
American. Therefore Staff used a historical trend to proaect computer

billing services costs for the test year. The.Staff s level of‘expense

* results in an aVerage cost of 21.6 cents per bill for the test year.

At the hearing Mr. Edgemon testified that the computer billing
services coets for the first four monthe of 1985 were below budget
and that the cost per bill to Tennessee-American was actually 31.3 cents
per bill. .ToAref1ect this" decrease the Company revised its estimate of
computer billing services costs for the test year to $2§6,624 whieh exceeds

L

the Staff's projection by $74,294.

The Commission finds that the Company's revised level of

computer billing services expense should be adopted in this case. The



new bi]Ting a]]ocationwprocedure results in a more accurate distribution
of computer billing costs to the operating’companies of AWWC. Tr. 83.
Mf.'Edgemon testified that an overall cost savings has been realized

with the 1985 budget being only .6% higher than 1984. Tr. 83. The

Staff's level of computer billing services expenSe is less than the

expehse actually incurred in 1984. Tenneséee-American will continue to

be billed by the Service COmpanykfor computer billing service costs

at the increased level under the new allocation methgd. The higher cost/is
an expénse‘which is presently being incurred And wi]] continue to be

incurred. Rates must be set to cover this expense.

By bringing the management of,a]]vthree.data processing ;entergak;j
undervihe éuperviSion‘ofbthe genergj foice, the Company receives bengfﬁts _
from the entire data processing department of the Sefviée Company hdt';ﬁ"w
available before}‘ Programming resources cankpe’shared which allows forkuwh
vprogram'development to be accomplished at any center. Largerimp1émentéfioﬁ
efforts of new systems can be deveioped by in-house personnel which might
be cost prohibitive if each center cohtinued as an independent management
and cost center. Centralization of data processfng'fésources provides for
’é béttef system of disaster p]anning.and backup. Standafdized security‘
procedures for all three data centers ﬁrovide better protection against
unauthorized entry. Centréiization permits the coordinated purchasing
,6f hardware, software,‘and supplies which resylts {ﬁ lower costs and
better vendor support. These benefits which result from centralization
will benefit the Company's ratepayers'now and in the futdfe. The Company's
projected computer billing services expense is reésonab]e and wi11'be

adopted.




INTEREST EXPENSE

The Staff has calculated the Compahy's interest expense to be
used in éﬁmputing‘its federal income taxes by multiplying the weighted
cost of debt recommgnded by Dr. Westfield by the Staff's rate base. The
Company contends that the apperriate interest expehse for the test year
is‘the actual interest expense reported on the books of the Company.

The Staff's method of computing interest expense takes into éccount the
tax savings which result from the Company filing a consol1dated tax
return w1th 1ts parent, American Water Works Company, and includes the
ass1gnment of an interest component’ to_that portion of the Company's

rate base_fjnahced by accumulated deferred investment tax credit (ADITC).

: ThefStaff?s computation of interest expense“récdghizes the tax-

" savings yhifh:?esﬁit"from“the»Company filing-a consolidated tax return
with its parent, AWWC. Consolidated tax savings adjustments have been
made for a number of utilities in Tennessee which participéte in filing
a consolidated tax return with their parent. holding companies. The
recognition of consolidated tax savings in a utility's cost of service
recognizes that the utility actua]]y‘bays less tax as a result of the -

'con§o1idated filing than it would pay if it filed a separate return. The‘
Commission made thisisame consolidated tax savings adjustment for the
Company in its last rate base'» The Commissfon's use of a tax saVings

adjustment has been expressly uphe]d by the Tennessee Supreme Court.

United Inter-Mountain Te]gphone Co. v. Public Service Commission, 555 S. w

2d 389, 392-93 (Tenn. 1977).

In computing the Company's interest expense, the Staff has assigned

an interest component to that portion of the Company's rate base which is
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f1nanced by ADITC. This adjustment is commonly known as interest -
synchron1zatlon. ADITC permits a utility to generate cap1ta1 w1thout
the Company incurring additiona] debt or its investors supplying funds.
The tax credit reduces the ut111ty s tax liability to the Interna]
Revenue Service (IRS) by a percentage of the cost of eligible property |
purchased during the tax year. At the same time, the utility's tax
liability for ratemaking punposeslis not reduced. Therefore, funds
collected from ratepayers to cover the utility's tax liability for rate-
making purposes, which will never be paid to the IRS because of the tax
credit, are used by the utility to finance plant and equipment. The
capital financed by ADITC is not f1nanced by debt or 1nvestor supplied

di funds but is generated by tax benef1ts under the Interna] Revenue Code.

: In ca]cu]ating'the Company's overaT]lcostfof*serv1ce “the -
Comm1ss1on must 1nc1ude a debt cost for that portion of the rate base
financed by ADITC. The Staff contends that in ca]cu]at1ng the Company's
interest expense for federal income taxes the Commission should include
_ interest expense‘for'that portion of the Company's'rate base financed
;by ADITC. The Staff's ealculation thereby synchronizes the‘interest
expense used to determine the Company's overall cost of service with the

,interest expense used to determine the Company s federa] income tax expense.

The Company argues that no interest expense associated with ADITC
should be included in the Company s federa1 1ncome tax calculation. The
Company po1nts out that it w111 not be able to use this interest expense
to reduce its federal income tax expense. In add1t1on, the Company contends
that the Staff's computation‘of interest expense may make the Company

ineligible for the ADITC under I.R.C. § 46 (f)(2) and regulations -
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'promulgqted thereunder. Section 46 (f)(2) of the Internal Revenue Code’
and the accompanying regulations provide that a utility remains eligible
- for the credit as long as cost of service is reduced by no more than "a -
ratéb]e portion of the credit" and as long as no reduction is made in the

rate base.

The Commission has addressed this issue in several recent.rate
cases. In each case the Commission has adopted the interest synchronization
method to compute interest expense. In each case the Ccmmissfon has found
that interest synchronization does not violate secﬁjpp;46 (f)(2). THe
interest synchronization method does not result in more than ratabie
';reduction in cost of service in yidlation_of’seﬁtion 46 (f)(2). The _

" Staff's method assumes that cost of service would remain exactly the same
<-if 'ADITC did not exist because the Company would,finance>itsvp]ant by a
combination-of'debt and equity in the same proportion as in the éabita]
structure. No ;hange in the percentage of debt would o;cur; and theréfore
no change would occur in the tax 1iability used to compute cost of service;
Accordingly, cost of service remains unaffected by using the interest

synchronization method to calculate the Company's ihterest deduction in

'computing jts federal income tax. See New England Telephone & Telegraph

Co. v. Public Utilities Commission, 448 A. 2d 272 (Me 1982).

Moreover, the legislative history of section 46 (f) clearly
demonstrates that Cpngress’intended both the ratepayers and investors
of a utility to share the benefits of thé invegtment tax credit. The
House Report to the ReQenue‘Act.of 197],' the statute whi;h added section
46 (f) states:

In restoring the investment credit for public utiT{fy

property of regulated companies, the committee has given
careful consideration to the impact of this credit on




ratemaking decisions. Although there are many different
ways of treating the credit for ratemaking purposes, your
committee, in general, believes that it is appropriate to
divide the benefits of the credit between the customers
of the regulated industries and the investors in the

‘regulated industries.

‘H.R. Rep. No. 533, 92d Cong., 1st Sess. 24, (1971)
U. S. Code Cong. & Ad. News 1971, 1839. ‘

_Under the Staff's interest synchronization method, both the investors and
ratepayers bénefit from the credit. The utility obtains interest-free

cépité], and the ratepayers receive lower rates as a fesu]t of the Tower
cost of service from the iﬁterest'deduction.

The Commission used the interest synchronization method to cgmpute‘
the Company's interest expense in its last raté case. The Company
challenged the use of intérest synchronization on the appeal of its last
rate caselto the Chancery Court of Davidson County. The'Court affirmed

the Commission's use of interest synchronization. Tennessee-American Co.

v. Tennessee Public Service Commission, No. 83-1887-1 (Tenn. Ch. Ct.. . -

July 27, 1984.Y

1/ Courts and state commissions adopting interest synchronization.

- Union Electric Co. v. FERC, 668 F. 2d 383, 393-95, (8th Cir. 1981);
Nepco Municipal Rate Committee v. FERC, 668 F. 2d 1327, 1337-38 (D.C.
Cir. 1981), cert. denied, 102 S. Ct. 2929 (1982); New England Telephone

& Telegraph Co. v. Public Utilities Commission, 448 A. 2d 272, 304-09
T{Me. 1982); Narragansett Electric Co. v. Burke, 475 A. 2d 1379, 1384-86
(R. I. 1984)5 Re Continental Telephone Co. of the South - Alabama, 62
P.U.R. 4th 61, 107-09 (Ala. PSC 1984); Re OkTahoma Gas & Electric Co.,
61 P.U.R. 4th 113, 114-15 (Ark. PSC 1984); Re Iowa Power & Light Co.
59 P.U.R. 4th 599, 613 (Iowa St. Commerce Commission 1984); Re
Kansas City Power & Light Co. 38 P.U.R. 4th 1, 25-27, (Mo PSC 1980);
"Re Ohio Bell Telephone Co. 58 P.U.R. 4th 423, 460-62 (Ohio PUC 1984);
Pennsylvania pPublic Utility Commission v. Pennsylvania Power Co., 60
P.U.R. 4th 593, 635-38 (Pa. PUC 1984). *

Courts and state commissions rejecting interest synchronization.
Commonwealth of Kentucky ex rel. Beshear v, Continental Telephone Co,
No. 82-CA-2649-MR (Ky. Ct. App. July 22, 1983); North Carolina

ex rel. Utilities Commission v. Carolina Telephone & Telegraph Co.

61 N.C. App. 42, 300 S.E. 2d 395, 398-401 (1983); Re Commonwealth
Edison Co., 61 PUR 4th 1, 19-20 (I11. Commerce Commission 19347,

Re Southwestern Bell Telephone Co. 42 P.U.R. 4th 89, 124-25 (Kansas
State Corp. Commission 1981); "Re Consumers Power-Co., 63 PUR 4th
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We find that both the consolidated tax savings adjustment and
 interest synchronization adjustment are appropriate. Therefore, the
interest expense developed by the Staff for the test year will be adopted

in this case.

ADDITIONAL EXPENSE FOR MONTHLY METER READING

In their brief the Intervenors requested that the Commission
‘disallow the increased costs for monthly meter feading of $206,082.19

for the test year. Intervenors contended that the Company had not

demonstrated a clear need to return to the policy of monthly meter readings.

In 1978 the Cbmpany instituted a policy of reading meters every

other month. In the interim month the Company issued a bill for service =

meters was instituted to reduce the costs,accompénying mphth1y‘metér' TE e T

readings. Since the impTementatidh of the bi-mohth]y meter reading,

the Compahy has experienéed a continual iﬁcreése in the number of customer
c:antacts;cdncerning their bi]]s. Tr. 46-47. Many of thesé contacts :

are attributed to the estimated billings under the bi—monthly reading
policy. Tr. 47. In 1978 the Company received approximately 46,000
telephone calls; in:1984 the Company rétEived 80,203 telephone calls.

Tr. 34. - |

73, 114-15 (Mich. PSC 1984); Re New England Telephone & Telegraph
Co. 55 P.U.R. 4th 296, 308-10 (Vt. PubTit Service Board 1983);
Washington Utilities & Transportation Commission v. Continental
Telephone Co. of the Northwest, Inc., 55 P.U.R. 4th 11, 22 (Wash.
“Util. & Trans. Commission (1983).
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The Company has returned to a month]yfmeter reading program
to reddée the number»of phone calls and office visits prompted by the
Company's customer dissatisfacticn” with.éstimated bills. ‘Tr._17.
The'month1y meter reading program will also serve io make customers
aware of plumbing problems on a more tfme]y basis, and thefeby customers
may avoid the receipt of a large bill for water that has been lost

through leakage. Tr. 47.

To'imp]émént the monthly méter reading program, the Company
" had to add seven meter readers to its work force. Before implementiﬁg
the érogram, however, the Company was ab]é'toﬁmBQify its operations to
e]iminatg!sgygﬁ existingypo;itions; Tr. 48.- Therefore,; no increase in
the COmﬁaﬁ&';,ygrk’force was required to change frbmrbi—month]y td
month]y»hgféf“%ééaingfrw | -

Thé Commiséion finds that the exbénses"ésSbciated with the
" new monthly meter program shou]d be allowed. The month1y meter reader

program will probab]y reduce the overwhelming number of inquiries made

to the Company and improve the Company's customer serviée.~

The rate base and revenues and expenses adopted by the Commission
for setting rates in this case are attached as appendices to this

Order.

" CAPITAL STRUCTURE

The Company has recommended that the Commission adopt a "stand
alone" approach in determining the Company's cost of capital. The
"stand alone" appraach ignores the parent-subsidiary relationship

between AWWC and Tennessee-American and uses Tennessee-American's own
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capital structure. Company witness Dr. Roger Morin recommends the -
fo]]ow1ng "stand alone" capital structure for Tennessee American

prOJected for the year end1ng June 30, ]986.'

C]ass of Capital % of Total % Cost %S;%hf ?
Long-term debt - 53.61% 9.66%  5.18%
Short Term debt 97 - 10.00 .10
preferred Stock . 7.88 7.32 .58
Accumulated deferred : |

investment tax credit 5.02 : 11.64 v .58
Common Equity 32.52 15.75 5.2
Total Capital .~ 100.00% | 11.56%

Intervenors witness Dr. Fred Westfield has recommended that the
~Commission adopt a double leverage approach to determ1ne the‘Company s
cost of capital. The double leverage approach recogn1zes that the common
equity investment in Tennessee- Amer1can is pr0v1ded in part by the common.
stock 1nvestors,0f Awwcvand in part borrowed by AWWC or provided by owners
of Awa'scpreferred’stock. Dr. Westfie1d'recommends the following capital

structure for Tennessee-American determined as of December 31, 1984.

Percent , Cost " Weighted
Total , Rate Cost
Long Term Debt
Tennessee-American 57.65% n 9.66%° - 5.57% =/
American Water Works Co. 5.04 v 7.657 © 0,39 T
Short Term Debt o
Tennessee American ~ 0.15 9.99~ 0.01
Preferred Stock ‘ N
Tennessee American 8.62 7.367 - 0.63 ¢
American Water Works - 1.78 5.107 0.09
Common Stock 26.75 14.50/ 3.88 2

»Tota'l : ~ 100.0% 10.57%




The Comm15510n adopts the double Teverage cap1ta1 structure .
pladtssiinid fodder Wt dulhendl o

advocated by Dr Nestf1e1d for sett1ng rates 1n th1s case. Dr.

T

Westf1e1d has used the double leverage cap1ta1 structure for the Company
as of December 31, 1984 because this capital structure contains the
latest balance sheet data based on the actual accounts of thé Company .
Tr. 354-55. He did not use the Company's projected capital structure -
for the year ending June 30, 1986 because this projected capital
structure was based on a projection of the Company's-future earnings and
dividends. Tr. 355. Future earnings are not known until the Commission
makes a decision in this caSe. The parent company's desire'for dividends
as opposed to retained earnings may also affect the projected‘capfta]
structure. Dr. Westfield testified that the capita]ization rattos ofka
d compény the size of Tennessee-American may f]uctuate'over time because of
xmajdr_uew financing, especia1]yvbohdsvand preferréd stock. - Tr. 355.
Therefdre,vwe conclude that the December 31, 1984 capital structure of
Dr; Westfield based on the latest balance sheet data available will serve
‘as an appropriate target capitalization ratio for setting rates in this

case.

The Company argues that the Commission should reject double
leverage and ignore the parent-subsidiary relationship between AWWC and
‘thé Company. Dr. Morin testified that the Commission should pretend that
Tennessee-American's equity capital is raised in the marketp]acd,'and
using AWWC and other cdmparabie companies as $urrogates for the Company, _
try to guess what the market cost of the Company's eQuity capital would

be if its stock were publicly traded.
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Ihe double leverage approach rejects this fiction. The Company
does net sell its stock to the public; a]] of its stock is financed by
its parent corporation, AWWC. Thus, the Company's cost of equity is not
determined by "the impersbna] forces of the financial market" but by |
"board room decisions made by a parent corporatioh which controls, to
a great extent, the ultimate cost of a eubsidiary's equity;" General

Telephone Co. of'the Southwest v. Public Utility Commission of Texas,

No. 13, 491 (Ct. App. 1982). The -double leverage approach recognizes the
financial benefits of the Company's leveraged capital structure and allows
the ratepayers to share in the advantages of the Company's parent-

- subsidiary relationship.

- To ignore the effect ef’ieverage'at the parent level would fesuTt
in the regu]ated utility' searn1ngnmre than 1ts cost of capital and
“’would produce a. w1ndfa]1 return for AWWC's stockho]ders in excess of the
author1zed return set by this Commission. 7A11—of the benefits of
leverage would flow to the shareho]ders and none to. the ratepayers.

As Dr. Westfield testified:

If Dr. Morin were to account for the amount of common
equ1ty investment for each of AWWC's subsidiaries
~using his method, he would end up with a total equity
investment by Awwc s stockholders in the assets of
the operating subsidiaries that is far greater than is
their actual investment in these assets. The difference
js accounted for by the assets financed with parent -
company debt and preferred stock. Furthermore, he would
conclude that the cost of the common equity of all the
subsidiaries, when priced at the cost of equity to AWKC,
is substant1a1]y greater than it actually is. The
amount is the difference between cost to the parent of
‘common equity and the embedded cost of its debt and
preferred stock that is actually incurred. With Dr,
Morin's theory the rate payers of AWWC's subsidiaries
are asked to pay for the cost of AWWC common stock that
doesn't even exist. Tr. 359.
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" We adopt the double Teverage appfoach in this case to insure that share-
holders of AWWC do not earn more on their 1nvestmént'than the market cost

of equity.

The»Commfssion has consistently recognized the effect of double
1evefage in a parent-subsidiary relationship in every case in which the
issue has been raised. In the Company's last rate case, the Commission
adopted a double leverage capital structure for the Company like the double
leverage capital structure recommended by Dr. Westfield in this case.

On appeal to the Chancery Court 6f Davidson County, the Compény challenged the
Commission's Qse of double leverage. The Chénce]lor affirméd the

Commission's adoption of a double leverage capital structure concluding
that the-é&option~of<a’dou51e leverage capﬁta] structure was within the

Commission's -discretion. Tennessee-American Water Company v. Tennessee '

Public Service Commission No. 83-1887- (Tenn. Ch. Ct. July 27, 1984).

Although the Company appealed the Chancellor's decision to the Court of |
Appeals, the double leverage issue was not appealed to that court. We

adopt the same double leverage approach in this case.

RATE OF RETURN

No real dispute exists between the Cbmpgny and Dr. Westfield over
the appropriate cdst of long-term debt, short-term debt, and‘preferfed
stock of AWWC and Tennesseé—American; Dr. Westfield used the embedded
cost rates supplied by the Company for Awwc s and Tennessee- Amer1can S
long-term debt and preferred stock. Dr. westf1e1d used a 9 99% cost
rate for short-term debt; the Company recommended a 10% cost rate for

short-term debt on the day of the hearing. Therefore, we adopt the cost
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of long-term debt, short term debt, and preferred stock recommended

| /§x¢gr,,westf1e1d fonmsettdng rateswndctb1s case Dr. Westfield and the
Company's expert witness Dr. Morin do not agree on the appropr1ate cost
of equity. Dr. Westfield has recommended a return on equity of 14.5%.

Dr. Morin recommended a return on equity of 15.75%.

In selecting an appropriate return on common equity, the
Commission muSt determine what investors in the marketplace require to
invest in the Combany. This determination is not.subject to exact
measurement but requires the exercise of judgment to estimate an
acprdpriate return. Both Dr. Morin and Dr. westfie1d used the DCF
methodo]ogy, a COmparable earnings ana]ysis,kand risk premium methodology

to arrive at a reasonab]e return on equity.

7 Dr Mor1n and Dr westf1e]d used the standard DCF mode] to
estimate the Company s cost of equity by est1mat1ng the cost of equ1ty
of‘the Company' srparent, AWWC. The DCF model states the return on
common equity is equaT to the dividend yield thet an investor expectsw
plus the expected capita] appreciation that an investor requires in

the investment.

k Dr Westf1e1d and Dr. Morin agreed that the expected dividend
wh1ch should be used in ca]cu]at1ng the dividend yield should be $1.025.
Dr. Morin testified that the stock price wh1ch should be used in
ca]cu]atinglthe dividend yield is the most current price of the Company's
stock. He used the price of AWNC's stock on May 29, 1935, $26.00.
Dr. Westfield testified that he preferred to use a range of stock prices.
He used the high and Tow price of AWWC's stock for the three months ending
on April 30, 1985, $27.75 and $20.00. We find that the range of stock
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~prices used by Dr. Westfield is appropriate. Dr. Westfield testifj@d
that a fange should be used because "markets are subject to random
f]uctuations and...prices at any moment may be in a transitidn state."
Tr. 363. He further indicated that he used a range because the market
js having some difficulty in determining the va]ﬁe of Awwt;s stock at

the present time. Tr. 407.

The most difficult part of implementing thé DCF model is
estimating‘the growth rate which is in the mind of investors. To
vascertain the growth rafe to be used in the DCF calculation, Dr. Morin
used four different approaches. Firét, he calculated a growth rate of
- 11.28% based upon AWWC's historical dividends per share. Second, he
used a growth rate of }Z%Mbasedwon secufity analysts’ growth,forecésts
for AWKC. Third, he calculated a growth rate of'll.Z% uSiﬁénghe'retehtion ‘
“ratio method. Under this 6;2566 the growth rate ig,calcu1a§gqf§y R
multiplying the fraction of earnings expected to be retainedkbymthe ‘
.Company (expected retention fatio) by the éxpected return on book equity

(expected return). Dr. Morin used 70%‘f0r the éxpected retention ratio.

For the expected return he used 15%, which is the weighted authorized

rate of réturn on book equity for AWWC :subsidiaries in all of their
‘jurisdictions. The last method used by Dr, Morin to estiméie the
growthmrate was his "extehded DCF analysis." 1In this analysis he calculated
"two growth rates, an intermediate growth rate of 11.5% to allow achievéd ‘
returns to recover the authorized 15% return over a ten-year period, and

a long.ferm growth rate of 10.74%.

Dr. Westfield also examined AWWCfs historical dividends per share

to estimate a growth rate for the DCF calculation. He concluded that the
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1i.28% growth rate used by Dr. Morin Qas reasonable and used'it as the
upper 1imit of a reasonable range of growth rates for AWWC. Dr. Westfield
also used the retention ratio method to find the appropriate growth

rate for AWHC. He used an expected retention ratio of 68.5%, which is

the historical average for the years 1979-1984 and is the average between the
retention ratio estimated by’ve1ue Line for 1985 of 69% and for 1987-1939
of 68%. Dr. Westfield used an expected return of 12.75%. He arrived

at 12.75% by taking the aVerage of the Value Line projected return.of
14.0% for 1985 and for the 1987-1989 period and averaging that figure with
the experienced five-year averaje rate of return of 11.5% forkAWWCf' Dr.

) Westfield's retention ratio analysis yields a growth rate of 8.73%IWhich

- he uses as the Tower 1imit of his reasonable range for growth rates. -

7 Both Dr. Morin and Dr. Westf1e1d agree that the appropr1ate |

‘ growth rate for the DCF mode1 using a historical d1v1dend growth ratei
15 11.28%. We find that the growth rate calculated by Dr. Westfield
using\the retention ratio method is more appropriate than br. Morin's.

Dr. Morin simply uses 15% as the expected return because ]5% is the
current weighted authoriied return on equity qu AWWC subsidiaries in 311
their jurisdictions."Dr. Westfield begins with the projected return of
14% by Value Line for 1985 and for the ]987-]989 period. He etates that
such a high projection does not take into account the appropriate regulatory
response to the excess of market value to book value of AWKC's stock. Tr.
366. To make an allowance for a market—to-bboﬂ,va]ue rafio substantially
greater than one, Dr. Westfield takes the average of the 14% return
‘projected by Value Line and the experienced five year average rate of

return for AWWC of 11.5%. Tr. 366. .Dr.'westfie1d's average produces an
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estimate of 12.75% for an expected return on book equity. Dr. Westfield's
growth rates and dividend yields produce a return on equity for AWWC

in the range of 13.9% to 15.0%.

The Company criticizes Dr. Westfield for not using the fbrecasted

growth rate of 12.5% published by Value Line as the appropriate groﬁth rate

for the DCF model. The 12.5% projected growth rate is for the period of 1982-1984°
to 1987—1989;“Tr.'413. The DCF model assumes a rate of growth which can
bé’sustained info perpetuity, not a rate of growth over fhe next three or
four years. Tr. 4f5, Dr. Westfield testified that Value Line does not
expect earnings to grow at the same sﬁéédVas the 12.5% dividend growth rate
‘over the Tong run. Tr. 414. Therefore, 12f5% is not a sustafnab]e long-

, termtratE“of‘grﬁwth which can befused*ih”fhe DCF mode]# Tr. 414, wé .
. find that the 12.5% growth rate forecéstedxby Va1ue Lihe is not an

: éppropriéte growth fate to be used‘ihkihé;DCF model iﬁ this.Ease. )

We further find that the growthrr&tés developed by Dr. Morin

in his "extended DCF analysis" are not appropriate in this case. The
"extended DCF analysis" of DF. Morin is bqsed“dn the faulty hypothesis

that dividend growth rate will fdr ten years exceed theblong run growth
‘rate. This hypothesis is inappropfiate when the market-td-book value of
the stock exéeeds oné Tike AWWC's stock. Tr. 369. Moreover, the growth
rate calculated by -Dr. Morin‘for the ten year period assumes that
- authorized returns for AWWC subsidiaries wi11 remain at 15% for tHe ten
year period. Tennessee-American's current aﬁﬁhorized*return is 14%. No.
one can predict the authorized retdrns which state regulatory commissions will
grant over the next ten yéars. Therefore, the Commission will not rely |
upon Dr. Morin's "extended DCF analysis" to estimate the-appropriéte cost

of'equity.
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Both Dr. Morin and Dr. Westfield performed a compérab]e éarniﬁgs
- analysis to estimate the cost of equity in this case. Dr. Morin‘used a
group of 23 A-rated electric utilities whose average risk as a group

was compafab]e to the Company. . He also used as a comparab1e groub the
seven regulated Bell regional operating companies whose average risk as
a'grodp was as risky as the Company. Dr. Morin's DCFranalysis of the
group of electric utilities using avhistorica1 growth rate resulted in

a 16.75% return on equity for_the group. The same DCF analysis using
security analysts' growih forecasts resulted in a 15.10% return on equity
'foh the groﬁp. The DCF analysis performed on ihe/group of te]ephonek
companies using security analysts' growth.forecasts_resulted in a 15;34%

return on equity.

Dr. Westfield used a group of eight water utilities for his
comparab]é earnings analysis. He applied the DCF formula to this group
of water companies and obtained a fange\oflexpectédArate»of,rEturns on

commbn stock between 14.5% and 14.9%.

Dr. Westfield testified that Dr. Morin‘5mcomparison$ are not
useful. Tr. 371. We agree. Dr. Nesffie]d téstified that e]ectrick
Vuti1ities are exposed to avgreater magnifude of business risks from
unexpeétédbchénges in fuel brices and from cost overruns on new plants
than water utilities. Tr. 371. Dr. Westfield further explained that-
the group of telephone companieé uéed by Dr. Morin was not a useful
grbup of comparables. Investors had great diFficu1ty in assessing the
correct value of these stocks, particu]afiy during 1984. 'No historical
data was available for these companiés. There was little market

experience. Confusion existed concerning how regulation would influence
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~the new kégiona] companies' net incomes. Tr. 371. Moreover;'Dr. Morin's
dividend yields were out. of date because of the decline in interest rates
and increase in utility stock prices since Dr. Morin's calculations for

November 27, 1984. Tr. 371.

Dr. Westfield's group of eight water utilities, on the other
hénd,'provides a useful group 6f comparables. Dr. Westfield's eight
companies taken as a whole have water utility operating revenues and total
invested capital not much different from AWWC. Tr. 371. Their average
common equity ratio of 39% compares favorably to AWWC'§ 32 to 35%. Tr. 371.
The average qua]ity of common stock in the group as rated by Standard
ahd Poor's is A—; 'AWWC's'common stock is rated A+. Tr. 371. We find that
Dr. westfier's;campérablé'é;rnings ana]ysis‘provides'a"better estimate
of AWWC's éost of eqU?ty.under'this method than the analysis performed by

Dr. Morin.

In eétimatihg a return on equity,'Dr.kMorin makes a 5% adjustment
to his returns on equity for flotation costs. Dr. Westfield_does not make
an adjustment for flotation costs. Dr. Westfield testified that since
fhe Company is not anticipatiné any new external financing before the end
| of the test year, no flotation adjustmenf.is necessary. Tr. 368. Thé
Commission found that no adjustment for flotation costs was ﬁecessary
for United Inter—Mountain'felephone Company in its last rate case because
United Inter-Mountain did not anticipate any new financing until after

#

the end of the test year. In Re: Petition of United Inter-Mountain

Telephone Co., Docket No. U-83-7273 (June 15, 1984) at 18.
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'wé.find that no flotation cdst adjustment should be ﬁade 16.
this case. whén the Cbmpany'does not anticipate any new financing,
the Company's ratepéyers should not be required to supply an additional
returh to cover the cosfs of issuing new sfock and the effects of

2/ | i

market pressure which will not occur.

Both Dr. Morin and Dr. Westfield used the risk prem%um method
to estimate ANWC'S cost of equity. A]though Dr. Morin and Dr. Westfield
used different approaches to arrive at a risk premium for the Company,
the risk premiums recommended by .these expert Witnesses were very close.
Dr. Morin testified that the appropfiate risk premium was 3.3%; Dr.
Westfield testified that the appropr1ate risk premium was 3.5%.-
—Mor1n recommends a higher cost of equity using the r1sk prem1um method
7 than Dr. Westf1e1d because he uses long-term A- rated bond- y1e]ds of 12.5%-
in his approach, Dr. Westfield uses rates of return on r1sk]ess securites

in the 10;4% to ]1.5%’range.

We conclude that risk premium determined by both expert witnesses
Shou]d be added to the rates of return on riskless securities recommended
by Dr. Westfield. Using yields on lbng-term A-rated bonds in the risk

premium approach.overstates the Cohpany‘s cost of equity. In United

-2/ Other state commissions have rejected a f]otat1on cost adJustment
using the same rationale. Re Potomac Electric Power Company, 36
P.U.R. 4th 139, 159-163 (D.C. P.S.C. 1980); Re Nanagansett Electric
Company, 52 P.U.R. 4th 271, 284-85 (R.I. P.U.C. 1983); Re New

England Telephone & Te]egraph Co., 62 P.U.R. 4th 503, 52 (vt
Pub. Serv. Bd. 1984).
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Inter-Mountain Telephone Company's last rate case, we recognized:

Because of the large deficits of the United States
Government, yields on bonds are extraordinarily
high relative to inflation rates. Government bonds
crowd out utility bonds and other high grade bonds
much more so than they crowd out stocks.

Common stocks of a regulated utility have a dividend
that can be expected to rise faster if inflation
- unexpectedly rises. A long-term bond has a constant
interest payment even if inflation rates increase by
a factor of ten. As a result, stocks of regulated
utilities provide better protection against
“unanticipated inflation than do long-term bonds.

in Re: Petition of United Inter-Mountain Telephone Co. Docket No. U-83-
7273 (June 15, 1984) at 18. ' o o
.yg_anélude that the return on riskless securities rather than the return
'];nglpng—ﬁérm bonds s more appropriate for estimating.the Company's cost
mifégzggyiﬁyrquer‘the risk premium apprqgch. Dr. westfier's results under
,tﬂé Fisk premium approach are in the 13;9%‘fb"15% range,‘ o |
Based upon the evidence introduced in this proceeding, we conclude

that-a return on equity of 14.5% should.be adopted in this case.
RATE DESIGN

The Company's tariff filed with the petition redﬁces the number .
of rate blocks from nine to four, combines the general water énd industrial
claséifications into one general wafer'serviée rate schedule, and establishes
an optional special use tariff for large industrial customers. The tariff
also increased the rate for the bi]]ing and co}]écting services performed
byvthe Company for certain.municipalitiES from $.388 to’$.429 per bill.
The Company's Eates represent the fikst step in imp]ementi;g cost based rafes

under a cost of service study performed.byvthe Company.
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During the course of the hearing, thE“Comﬁany proposed a fifth
rate block for usage over 5,000 CCF. Thié fifth rate block wou1dkgive
an a]ternative'tov1arge industrial customers who do not want to commit
_to the Company's proposed Special Use Tariff. Under tﬁe Specia1 Use
Tariff{industfia1 customers must commit to pay for a certain minimal

level of water usage monthly.

We conclude tﬁat the Company's rate design should be adopted
inc}uding the proposed fifth rate block for usage ovef 5,000 CCF.
However, by adopting the Compényis rate design in this proceeding, we
reserve judgment on further impTementationfofwthe Company's cost of’
service study in future proceedings befOrguthngommission.‘ The Company's

proposed,rates;in each rate block shpu]d_be;adjusﬁgq_proportioné]1y to

‘reflect. the revenue award we have granted. == -~

The Company filed tariffs with the Commission on June 21, 1985, .
‘which conform to the directives set forth in this order. Therefore,
these tariffs filed June 21, 1985 are hereby approved to become effective

| "as of the date of this ofder.
IT 1S THEREFORE ORDERED:

1. That the Company's proposed tariffs filed on January 8, 1985

are hereby denied.

2. That the Company's pfopoéed tariffs filed on June 21, 1985
/ ,
designed to produce $1,340,796 in additional annual revenues are hereby

approved to become effective as of the date of this order.
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~3. That any party aggrieved with the Commission's decision in
this matter has a right of judicial reyiewnby filing a Petition for
Review in the Chancery Court of Davidson County within sixty (60) days

from and after the date of this order.

~ ATTE
: »
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EXECUTIVE DIRECTOR




